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In modern states, central banks are part of the public policy infrastructure that seeks to maximize societal well-
being. The specific role of central banksisto control the general level of pricesin order to uphold the currency’s
purchasing power. Consequently, central banks focus on maintaining alow and stable inflation rate and conduct
ongoing evaluations of al the factorsthat affect it. When inflation is predictable, low, and stable, companies and
househol ds can make more efficient investment and consumption decisions, allowing them to achieve the
maximum level of economic activity that the economy can sustain with its available resources.

A common policy tool used by central banksis the policy rate, the interest rate they use as a benchmark for
lending or borrowing from commercial banks on very short terms. In turn, thisinterest rate is transmitted to other
interest rates in the economy through the loans that commercial banks extend and the deposits they receive from



other agentsin the economy.

In general, inflation reflects the gap between the economy’ s requirement for goods and services, commonly
termed ‘demand’, and its capacity to produce and provide them, commonly known as ‘ supply’. When demand
exceeds supply, pricesrise faster, and inflation rises. Under this scenario, if inflation deviates from the target, the
central bank will raise the benchmark interest rate, which in turn makes borrowing more expensive and saving
more profitable than spending. This consequently discourages consumption and investment, thus adjusting the
total demand for goods and services in proportion to the economy’ s supply. Similarly, when demand grows more
slowly than supply, prices grow more slowly, and inflation falls. If, as aresult, inflation falls below the central
bank’ s target, the central bank will lower the benchmark interest rate to stimulate consumption and investment,
thereby bringing aggregate demand closer to aggregate supply.

Nevertheless, certain situations might arise that do not align with this natural behavior. A challenging situation
for monetary policy can arise when inflation rises due to temporary cost increases or transitory supply
disruptions, such as those caused by extreme weather events (e.g., droughts or floods). In these cases, the
increase in inflation is not accompanied by growth in demand that exceeds the long-term growth in supply. If the
riseininflation isfully reversed by the end of the supply disruption, the central bank will not need to raise
interest rates. However, the increase in inflation may persist due to its effect on the inflation expectations of
businesses and workers, or due to the widespread presence of price and wage indexation mechanisms. These
impacts are known as “ second-round effects’ and may require an adjustment of the central bank’sinterest rate to
bring inflation back to target, with a consequent reduction in consumption and investment growth. Nonethel ess,
this negative effect on economic activity istransitory and disappears when inflation firmly converges toward the
inflation target.

In Colombia, the constitution and constitutional jurisprudence assign Banco de la Republica the specific task of
controlling inflation in alignment with general economic policy, taking economic growth into account. For this
reason, the Bank sets an annual inflation rate target of 3% and, in making decisions to achieve thistarget,
considers itsimpact on economic activity within the framework of the inflation-targeting strategy discussed in a
previous blog.

Graph 1 shows the growth and inflation environment that the Board of Directors of Banco de la Republica has
faced when setting its policy interest rates over the past decade. In particular, the graph illustrates the annual
growth and inflation rates between 2015 and 2025, as well as the average intervention rate for each year. The
dotted segments of the lines denote the growth and inflation forecasts of the Bank’ s technical staff for December
2026, as reported in the most recent Monetary Policy Report, 2.5% and 6.9%, respectively. For reference, the
annual inflation target is also shown: 3%.

Graph 1: Gross Domestic Product (GDP) growth, inflation and policy rate (2015-2026)
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Source: Banco de la Republica (2015 base GDP and consumer price index dec-to-dec from the National
Administrative Department of Statistics, DANE). Policy rate: weighted annual daily average (own calculation
based on the path established by the Board of Directors of Banco de la Republica). 2026 Forecast (GDP and
inflation): Banco de la Republica, Monetary Policy Report, July 2026.



As can be seen, in the pre-pandemic years, 2018 and 2019, the annual inflation rate was below 4% (3.2% and
3.8%, respectively), while economic growth was robust (2.6% and 3.2%, respectively). As aresult, the
intervention interest rate was relatively low, averaging 4.3% over those two years. During the 2020 pandemic,
economic activity collapsed, and inflation fell due to reduced demand for goods and services across the
economy. Consequently, the Board of Directors of Banco de la Republica reduced the benchmark interest rate to
avery low level of 1.75%, where it remained until almost the end of 2021.

With the gradual return to normality after the pandemic in 2021 and 2022, the economy recovered rapidly, while
inflation rose substantially, driven by supply shocks stemming from external and climatic factors. To contain
inflation, Banco de la Republica began a cycle of gradual increasesin the policy interest rate, and, as aresullt,
inflation and growth jumped on a clear path of adjustment. In 2024, once inflation began to decline, the Bank
began a cycle of reducing its intervention rate that lasted until 2025.

Asthe graph shows, the fall in inflation stalled in 2025 as economic activity accelerated once again. For 2026 -
with the information available - the Bank’ s technical staff forecasts that inflation will rise to 6.9% as aresult of
the shock from increased wage costs and the growth of domestic demand exceeding supply. In turn, the annual
growth forecast is 2.5%, close to that observed in 2025. In this environment of strong positive growth, the Bank
raised its policy interest rate from 9.25% in December 2025 to 12% in July 2026, seeking to contain demand and
place inflation on a downward path toward its target.

In the near future, the Bank’s Board of Directors will continue to make its policy interest rate decisions based on
available information, seeking to bring inflation toward its target. Decisions are adjusted to minimize their
negative effects on economic activity and ensure that the economy reaches its maximum sustainable growth.

Relevant Economic Concepts
e Economic growth
o A sustained increase in the production of goods and servicesin an economy over a given period.
Supply shocks
o Unexpected events that affect the production or availability of goods (e.g., the pandemic, awar, road
blockades), leading to an increase or decrease in prices.
Inflation expectations
o These are the estimates made by economic agents (e.g., households, companies, investors, and
experts) about the future level of inflation. Their importance liesin their ability to influence how
prices and wages are set. For example, if economic agents believe that prices will rise by 3%, they
adjust their decisions accordingly; that is, they negotiate wages, contracts, and prices based on this
figure. This can cause inflation to end up close to that 3% in the future, functioning as a self-
fulfilling prophecy.
Indexing
o A mechanism by which some prices or wages are adjusted (“indexed”) in line with changesin a
benchmark indicator, such as the consumer price index (CPI) or the minimum wage. For example, if
the CPI increases by 5%, arent or pension indexed to the CPI would also rise by 5%. In this way,
the value of the indexed good or serviceis adjusted to inflation.
Inflation
o Itisthe widespread and sustained increase in the prices of the goods and services most
representative of household consumption in a country.[
Inflation target
o Within an inflation-targeting framework, it is the objective set by the Central Bank to keep inflation
low and stable. In Colombia, the target is 3.0%. The target serves to guide expectations and
economic decisions, aiming for stability and sustainable growth. Monetary policy is designed to
achieve this target.



¢ Intervention interest rate
o Itistheinterest rate at which Banco de la Republica lends to or borrows from financial institutions,
generaly for aone-day term. Thisrate is Banco de la Republic's main policy instrument.
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Related Questionsand Answers

What is the main mission of Banco de |la Republica?

The Constitution and constitutional jurisprudence assign Banco de |a Republica the specific mission of
preserving the currency’s purchasing power. This trand ates into the objective of achieving and maintaining a
low, stable inflation rate, in tandem with general economic policy, while taking into account economic growth.

What is the main tool used by Banco de la Republica to control inflation?

The policy interest rate is the main monetary policy instrument of Banco de la Republica. Thisisthe interest rate
at which the Bank lends or borrows resources from commercia banks in the short term. The Bank increases,
decreases, or leavesit unchanged to achieve the annual inflation target.

What happens when inflation increases due to supply problems, such as weather events?

If the shock istemporary, the Board of Directors of Banco de la Republica can avoid reacting immediately. But
if the price increase becomes persistent and affects inflation expectations, it may be necessary to raise interest
rates.

What does Colombia s recent experience show about the relationship between inflation, growth and the policy
interest rate?

After the pandemic, the economy recovered rapidly, accompanied by higher inflation, which led the Board of
Directors of Banco de la Republica to raise the interest rate to bring it back towards the target. Once inflation
began to decline, it began a cycle of interest rate reductions that was interrupted in 2025.

What has happened to the benchmark interest rate in 20267?

Given its mandate to control inflation, the Board of Directors of Banco de la Republica increased the policy
interest rate from 9.25% in December 2025 to 12% in July 2026, at atime when prices were rising rapidly, and
household and government spending continued to exceed sustainable levels.

Fuente: https://www.banrep.gov.co/en/blog/bal ancing-inflation-growth-monetary-policy
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